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The Income Tax as Applicable 
to Undistributed Profits 


HERE still remains a great deal of un- 
certainty in the minds of the average 
business man with reference to the ques- 


tion of the possibility of 
a tax levy upon corpora- 
tions having a large Sur- 
plus or Undivided Prof- 
its account as compared 
with the Capital Stock 


, outstanding. This uncer- 
» tainty was evidenced dur- 


ing the past winter 


_ through the declaration 


mw Cayo, and head of the 


of an abnormally large 
number of stock divi- 
dends; in many cases 
solely as a precaution 
against an assumed dan- 
ger of an additional tax 
n undistributed profits. 
his uncertainty is still 
anifested through fre- 
uent inquiries regarding 
rospective changes in 
ax legislation and in the 
omments of various con- 
ressmen. Few realize 














By Davin HIMMELBLAU* 


Pars far Section 220, which pro- 
vides a penalty upon corporations 
where in the judgment of the com- 
missioner an unreasonable surplus 
has been accumulated to prevent im- 
position of the surtax upon stock- 
holders, has not been seriously en- 
forced. Itts, however, to be expected 
thai as the Department gets caught 
up in the more urgent auditing of 
returns that greater attention will be 
given by the commissioner to the en- 


forcement of this much mooted tax 
clause. 


In this article the author treats the 
subject primarily from the account- 
ing standpoint and includes a concise 
summary of the factors pertinent to 
the determination in any particular 
case of the chances and extent of 


This uncertainty is, in a large measure, due 
to the fact that the true character of a Surplus 
account and its relationship to the assets of 


a corporation are not 
clearly understood. Be- 
fore analyzing this phase 
of the problem it may be 
well to briefly review the 
statutory provisions in- 
volved in an endeavor to 
determine just what Con- 
gress intended to penal- 
ize. Section 220 of the 
Revenue Act of 1921 
which became effective 
November 23, 1921, pro- 
vides: 

“That if any corporation, 
however created or organized, 
is formed or availed of for the 
purpose of preventing the im- 


position of the surtax upon its 


stockholders or members through 
the medium of permitting its 
gains and profits to accumulate 
instead of being divided or dis- 
tributed there shall be levied, 
collected and paid for each tax- 
able year upon the net income 


at the authority to levy 
e additional tax has 
een part of the income tax laws since 1913 
nd that although the commissioner has not 
xercised this authority, he may do so retro- 
ctively for the years 1918 to date. 


* Of David pieeDin & Co., 







Certified Public Accountants, Chi- 


Sree ment of AccoRnting, Northwestern Univer- 
sity School of Commerce, hicago. 


| liability under the penalty clause. | 


of such corporation a tax equal 
to 25 per centum of the amount 
thereof, which shall be in addition to the tax imposed by 
section 230 of this title and shall be computed, collected 
and paid upon the same basis and in the same manner and 


subject to the same provisions of law, including penalties, 
as that tax.” 








- 


it will be Observed frum the abuve quotatiun 
that the statute was drawn to prevent or rather 
penalize any unreasonable accumulation of 
earnings which would enable stockholders to 
avoid individual surtaxes by failure to declare 
dividends. This was not the first attempt of 
Congress to prevent the avoidance of surtaxes 
by individuals either through the medium of 
corporations formed for the specific purpose 


of avoiding the tax or availed of for such pur- .. 


pose. The Revenue Acts of October 8, 1913, 
September 8, 1916, and October 3, 1917, all 
contained restrictive provisions which applied 
to the respective periods. The present statute 
is based primarily upon Section 220 of the 
Revenue Act of 1918 which provided that 
stockholders of a corporation utilized for the 
purpose of avoiding surtaxes would be re- 
quired to take up.a pro rata share of undis- 
tributed earnings in their individual returns. 
Similar provisions appeared in the prior stat- 
utes. 


Applicability of Penalty 


Having ascertained that the statute merely 
provides a penalty on an effort to avoid sur- 
taxes by individuals, it is desirable to briefly 
review the character of the Surplus or Un- 
divided Profits accounts of a corporation in 
an endeavor to determine under what circum- 
stances the penalty clause may be invoked. A 
Surplus account represents accumulated earn- 
ings retained in the bustiiess instead of dis- 
tributed to the stockholders. In effect it repre- 
sents an additional capital investment as the 
earnings so accumulated may be— 


(1) On hand in the form of cash or -secu- 
rities. 


(2) Converted into Fixed Assets, Inven- 
tories or other forms of assets and hence 
not available for dividends. 


This point may be illustrated by a simple 
comparative balance sheet. 
A B C Corporation 
Dec. 31 


Assets Jan. 1 | 
BD hcphee sak eee $150,000.00 $ 56,000.00 
Receivables .:.....2.+- 140,000.00 109,000.00 
SS ESCO 160,000.00 110,000.00 
ge ae 150,000.00 220,000.00 

ME cre weiss wennmen $600,000.00 $495,000.00 
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Liavalitics Tas. 3 ) + e+ 
i pe $190,000.00 
Ancnunte Davahle  * TSA ANN AN TAS ANN AN 
Capital Seock .......... 150,000.00 150,000.00 
aR a Ss .. 110,000.00 240,000.00 
| NEE ree $600,000.00 — $495,000.00 


An analysis of the foregoing figures shows 
that the cash balance has declined to such an 
extent that sufficient funds are available only 
for current operations and although.the com- 
pany has increased its surplus by $130,000.00 
from profits it probably cannot pay a dividend 
except by borrowing the cash from the bank. 
This is due to the fact that $70,000.00 of the 
profits have been reinvested in additional 
plant facilities and the remaining $60,000.00 
together with the funds derived from the 
liquidation of receivables and inventories have 
been utilized to reduce outstanding liabilities. 
It is evident, therefore, that the company is 
not subject to the additional 25 per cent tax 
provided for in Section 220 of the Revenue 
Act of 1921 even though no dividends what- 
ever, either in cash or stock, have been de- 
clared out of the profits of $130,000.00. In 
this case there cannot be any claim raised that 
there has been any accumulation of earnings 
beyond the reasonable requirements of the 
business. 


The contrary situation may likewise be il- 
lustrated by the use of a simple comparative 
balance sheet: 

X Y Z Corporation 


Assets Jan. 1 Dec. 31 
aa ere $102,000.00 $128,000.00 
NS, ois ec akeunen 140,000.00 107,000.00 
SS eer ee 158,600.00 - 110,060.00 
TE a ocd ae calla 150,000.00 150,000.00 

EE tira tutwsaeaene $550,000.00 $495,000.00 

Liabilities Jan. 1 Dec. 31 
eer $150,000.00 
Accounts Payable ...... 140,000.00 105,000.00 
Cosstal Geock .........+ 150,000.00 150,000.00 
I 6. ce wn cweces 110,000.00 240,000.00 

are $550,000.00 $495,000.00 


In this illustration the same factors are used 
as in the preceding example, viz: 

(i) Profits for the year of $130,000.00 

(2) Reduction in Receivables and In 

tories of $81,000.00 

(3) Reduction in Liabilities to $105,000.00. 
However, instead of $56,000.00 in cash, the 
company has $128,000.00. Unless it can be 
shown that the cash funds are reasonably re- 
quired for business purposes, such as working 
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receivables or necessary plant extension, the 
C ubiabhbhsenens ws Lebins teas ANU VGuUL 19 auuiui- 
ized by Section 220 of the Revenue Act of 
1921 to investigate and certify that in his 
opinion such accumulation.is unreasonable for 
the legitimate purposes of the business. As 
the Secretary of the Treasury points out in his 
letter of January 20, 1923, to the Senate: 


“The section does not impose a tax on undistributed 
profits or on accumulated surplus but puts a penalty on 
the accumulation of gains and profits beyond the reason- 
able needs of the business when made for the purpose 
of escaping the surtax.” 


cule’. 4 


There are, however, no definite and well de- 
fined rules ‘prescribed for determining the 
liability of a taxpayer to penalty under this 
section. We are informed in one instance that 
“what constitutes unreasonable accumulation 
of undivided profits is one of fact to be decided 


_ upon a consideration of the volume of business 


done and the principles of sound business man- 
agement.” <A similar indication that no spe- 
cific rules or restrictions would be provided is 
found in a memorandum of the Advisory Tax 
Board which states that 


“Whether a corporation is taxable under Section 220 
cannot be determined in advance; it must be determined 
at a later date in the light of what has actually been done 
with the profits retained.” 


The nearest approach to specific details-as to 
the type of corporate activity objected to is 
found in Article 352, Regulations 62 which 
states that 


“Prima facie evidence of a purpose to escape the sur- 
tax exists where a corpuration has practically no business 


) except holding stocks, securities or other property and 


collecting the income therefrom, or where a corporation 
other than a mere holding company permits fts gains and 
profits to accumulate beyond the reasonable needs of its 
business. The business of a corporation is not limited 
to that which it has previously carried on, but in general 


* includes any line of business which it may legitimately 
| undertake. 


However, a radical change of business when 


» a considerable surplus has been accumulated may afford 
) evidence of a purpose to escape the surtax.’ 











The effect of.a stock dividend in relation to 
the question of unreasonable accumulations of 
earnings is also the subject of a great deal of 
misapprehension as illustrated in the resolu- 
tion passed by the Senate on January 17, 1923, 
calling attention to the large number of stock 
dividends and requesting that a list of corpo- 
rations penalized under the terms of Section 
220 be furnished. The Secretary of the Treas- 


ury in advising that no penalties whatever had 
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alyzes the problem as follows: 
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“There is at the same time much confusion as to the 
relation of the declaration of a stock dividend to the ap- 
plication of Section 220. Senate Resolution 409 refers 
in the preamble to the report of the Federal Trade Com- 
mission that 328 corporations have declared stock divi- 
dends during the calendar year 1922. The declaration 
of a stock dividend has no significance under section 220, 
and in any case where the section applies the Department 
can proceed with its enforcement quite as well after as 
before the declaration of a stock dividend. The declara- 
tion of a stock dividend does not relieve corporations from 
Section 220, nor, on the other hand, does it indicate that 
a corporation has accumulated gains or profits beyond the 
reasonable needs of the business, for the entire amount of 
the surplus capitalized by the declaration of the stock 
dividend may be invested in plant equipment and inven- 
tory, or be needed as working capital, or it may have been 
accumulated before the high surtaxes became effective 
and quite without regard to their possible application. 
Furthermore, the receipt of a stock dividend by itself has 
no effect upon the tax liability of the recipient, since the 
holder of stock in a corporation after the receipt of a stock 
dividend has altogether no more than he had before. This 
was aptly expressed by the Supreme Court in Eisner v. 
Macomber (252 U. S. 189) as follows: 


This, however—declaration of a stock dividend— 
is merely bookkeeping that does not affect the aggre- 
gate assets of the corporation or its outstanding 
liabilities... .. it does not alter the pre-existing pro- 
portionate interest of any stockholder or increase 
the intrinsic value of his holding or of the aggre- 
gate holdings of the other stockholders as they stood 
before. The new certificates simply increase the 
number of shares, with consequent ae of the 
values of each share.” 


Summary 


1. Section 220 of the Revenue Act of 1921 
is a penalty clause intended to prevent the 
avoidance of surtax by stockholders through 
the unreasonable accumulation of earnings in 
corporations either formed for that purpose 
or availed of for such purpose. 


2. Asa penalty provision it cannot be made 
retroactive but is applicable solely to the pe- 
riod subsequent to the date of enactment of the 
Revenue Act of 1921—November 23, 1921. 


3. All accumulated earnings prior to that 
date are subject only to the restrictive provi- 
sions of the Revenue Acts of 1913, 1916, 1917 
and 1918. 


4. The penalty may be asserted only on ac- 
count of intent to avoid surtax by stockholders 
and hence is influenced by the following fac- 
tors: 

(a) Character of corporate 

whether a mere holding company for 
(Continued on page 22) 





‘The Development and Operation of 
the New York Income Tax Law 


By Homer SULLIVAN* 


NLIKE the experience of several of the 
States which had preceded it, New 
York State has encountered few serious 
obstacles in the operation of its income tax 
laws since they were adopted as part of its tax- 
ing system. When it entered this field the lines 
had been generally well defined and the field 
cleared. Wisconsin had been the pioneer state 
and was demonstrating 
the efficacy of income tax- 
ation as a means of pro- 
ducing revenue. Massa- 
chusetts, Virginia and 
Oklahoma were success- 
fully imposing taxes on 
income to a limited ex- 
tent. The United States 
Government had enacted 
a comprehensive law and 
had developed an effec- 
tive system for its admin- 
istration. It was simply 
necessary, therefore, to 
adapt existing laws to the 
local State conditions and 
requirements, .avoiding 
the obstacles and inaccu- 
racies which had been ex- . 
perienced by the taxing bodies which had pre- 
ceded it and profiting by their methods of 
application and operation which had proven 
successful. 


raising revenue. 


The operation of the New York State in- 
come tax laws has, therefore, been attended 
with but few difficulties which would arise 
from a new and untried system. The manner 
in which the legislature has developed the sys- 
tem of income taxation now in force by adopt- 
ing different laws, especially as between cor- 
porations and others subject to tax, is, however, 
very interesting and may serve as a precedent 
for other States which will later enter the field. 


Income tax legislation in the State of New 
York may be said to have had its inception with 
* Of the New York Bar. 


N THOSE States where taxation 

on the basis of income has not yet 
been adopted there 1s a general inter- 
est in the success being met with in 
the application of such a method of 
The early history 
of State income taxation in the United 
States was unfavorable to the system, 
but with adequate administrative 
provisions a number of States have 
demonstrated that the tax can be 
made productive and can be as unt- 
versally enforced as any other tax. 
In this article are presented some as- 
pects of the operation of the income 
tax in New York. 





the enactment of the franchise tax law on cor- 
porations in 1917. Though levying a tax on 
corporations for the privilege of exercising 
their corporate franchises in the State of New 
York, this law is practically a tax upon income 
and is quite frequently termed an income tax 
law. When the legislature in 1917 turned its 
attention to the question of simplifying the sys- 
tem of taxation through- 
out the State and of rais- 
ing additional revenue to 
meet the 
penses necessitated by the 
changed conditions due 
to the War, the unusual 
war profits being earned 
by business corporations, 
generally, seemed to offer 
the best source for such 


methods were considered 
for 
purpose. 
decided that a tax on the 


corporate 


imposed on business corporations in lieu of 


personal property taxes was the most desirable. | 


In this the legislature had a model and prece- 


dent in the Federal corporation tax law of | 


1909 which levied a tax on the privilege of 


corporations to do business and which had | 


increased ex- | 


revenue and various 


accomplishing this | 
It was finally | 


privilege of exercising | 
franchises | 
measured by the yearly | 
corporate income to be | 


oa rp 


been thoroughly tested by court decisions as | 


to its legality until it was superseded by the J ... 


income tax law of 1913. 


Los tL. 9. 


a tax on the exercise of the corporate franchise 
measured by the annual corporate income, the 
question of prescribing the method of com- 
puting the annual income was readily solved 
and innumerable complex questions avoided 
by the simple expedient of basing the tax on 
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the United States for the preceding year. 


The result of these conclusions was the 
enactment of Article.9-A of the New York 
State Tax Law entitled Franchise Tax on 
Business Corporations, which provided in 
terms that “for the privilege of exercising its 
franchise in this State * * .* every do- 
mestic corporation, and for the privilege of 
doing business in this State every foreign cor- 
poration * * * shall annually pay * * * 
an annual franchise tax to be computed * * * 
on the basis of its entire net income * * * 


‘upon which such corporation is required to 


pay a tax to the United States.” Public utility 
corporations, insurance, investment and trust 
companies and real estate and holding cor- 
porations are expressly exempted from this 


» tax. Provision was made for a report to the 


State Tax Department of any changes or cor- 
rections made by the Commissioner of In- 
ternal Revenue, thus obtaining for the State 


or allowing to the taxpayer the benefit of any 
» subsequent adjustments. 


The advantage of this system of taxing cor- 
porations is at once obvious. The taxpayer is 
relieved of the burden of separate adjustments 
and endless computations, the forms provided 
for making return of the annual tax are ex- 
tremely simple and the liability to err ‘s mini- 
mized. The amount of income returned to the 
United States Government is presumed to be 


correct and accepted as such in the first in- 
) stance, with provision for any future adjust- 


ments, thus saving to the State the expense of 
a large organization of auditors and account- 


Any question as to whether the tax under 


| this law might be considered an income tax, 
) and therefore of questionable constitutionality, 
ns aS | was definitely settled by the decision in the 
) case of People ex-rel. Barcalo, etc. V. Knapp, 
) 187 App. Div., 89, in which the tax was dis- 
| tinctly stated to be a franchise tax and not an 


hd § x. 
chise | ncome tax 


To quote from the decision in 
that case, it “inaugurated a new policy in the 
taxation of corporations engaged in mer- 
chandising and manufacturing, or, more at- 
curately speaking, it put these corporations 
under the provisions of a franchise tax in lieu 
of taxes on personal property, etc., and in this 
regard took them out of the jurisdiction of the 


ants and avoiding innumerable questions as to 
> income which would otherwise arise. 
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Due to its simplicity the application and 
administration of the law has been generally 
successful. The questions which have most 
frequently arisen under the law are those with 
respect to what constitutes doing business in 
the State as applied to foreign corporations, 


-and questions as to the proper segregation of 


assets, where a part of the business of the cor- 
poration is transacted without the State, as ap- 
plied to all corporations. If the entire busi- 
ness of a corporation is not transacted within 
the State the tax in such case is based upon the 
proportion of the net income which the aggre- 
gate of certain assets located within the State 
bears to all of certain assets wherever located. 
Questions as to the situs of certain assets, espe- 
cially bills and accounts receivable growing 
out of the purchase or sale of goods, as deter- 
mined by certain specified circumstances re- 
lating to the transaction, are constantly arising 
and are decided on the special facts involved 
in each instance. 


Revenue Returns Satisfactory 


As to the operation of the law with respect 
to the revenue produced, the results have been 
very satisfactory. Detailed figures as to the 
amount of revenue from this source do not 
seem to be available. For the coming years, 
however, it is desired to increase the amount 
of revenue from this source to make up other 
deficiencies. This can readily be accom- 
plished, as the legislature has merely to raise 
the rate of tax. The law as first enacted pre- 
scribed a rate of 3 per cent of the annual in- 
come; later this was increased to 4% per cent. 
Recentlyt it was announced that the Senate 
Committee on Taxation will recommend an 
increase in the rate to 5 per cent, which is 
expected to partially make up deficiencies 
which are anticipated will result from the pro- 
posed exemption from the personal income tax 
of individual net incomes of less than $5,000. 
Of the total revenues collected from this tax, 
two-thirds are paid into the State treasury 
to the credit of the general fund and the bal- 
ance is allocated to the various county treas- 
uries in accordance with rules set forth in the 
law. 


Early in 1919, after two years’ successful 
operation and administration of this law, 
which greatly simplified the methods of taxa- 


ft Article was written in February, 1923. 
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other than corporations subject to the juris- 
diction of the State of New York, which, it 
was then proposed, would eventually super- 
sede all personal property taxes. The taxation 
of incomes had been successfully carried out 
in several States. In Wisconsin, the pioneer 
State in legislation of this character, an income 
tax law enacted in 1911 was operating smoothly 
and with comparatively small expense, and 
was very effective in producing revenue much 
in excess of what had at first been anticipated. 
Federal income tax laws had been in success- 
ful operation for several years and were pro- 
ducing the greatest portion of the enormous 
funds required to meet the expenses of the 
War. The Federal law then in force was the 
Revenue act of 1918 enacted February 24, 
1919. It was the result of practically ten years’ 
experience in the field of income taxation and 
had been framed by highly specialized experts 
in economics and accounting methods. 


Similer to Federal Law 


When, therefore, the legislature of the State 
of New York turned its attention to the 
enactment of an income tax law it had in the 
Revenue Act of 1918 a complete model both 
as to form and operation, which it proceeded 
to adapt to its purpose. The result was a State 
income tax law closely following the provi- 
sions and even‘ the language of the Federal 
law. To enforce its provisions the State comp- 
troller, who was authorized so to do, issued 
rules and regulations, which were in turn an 
adaptation of the regulations issued under the 
Revenue Act of 1918, known as Regulations 
45; thus presenting to the taxpayer a complete 


State income tax law and interpretative regu- _ 


lations thereunder, the provisions of which 
were already generally familiar to him and 
with which he could readily comply. It saved 
the State the expense and difficulty of dealing 


with innumerable and nerplexing questions 


see es we 


which had already been met and solved in 
the administration of the Federal law, and the 
necessity of the aid of highly trained special- 


ists was therefore not required in the admin-- 


istration of the State law. 


COME FAX MAGAZINE 


The law became effective May 14th, 1919, 


August, 1923 


thauch if wrac imnosed an incame far the en- 


tire year 1919, and January l, 1919, was fixed 
as uae asic Uaic tun Luc Valuatiul ul piupel. ty 
for the purpose of computing gain or loss in 
its disposition. Since the enactment of the 
original law, amendments have been adopted 


from time to time to keep the- State law in. 


harmony with changes in the Federal Law. 


Though the State law and regulations 
closely follow those of the Federal Govern- 
ment, there are, of necessity, many differences, 
the most important being the exclusion of cor- 
porations which are taxable on their fran- 
chises, as referred to above. 
has no surtaxes, only a graduated tax of 3 per 
cent; dividends are fully taxable; there are 
a number of other minor differences which 
are not of great consequence. The adminis- 
trative provisions, however, are, of necessity, 
entirely different to conform to established 
State procedure. 


The constitutionality of the law was ques- 
tioned soon after its passage, in the case of 
Travis V. Yale & Towne Mfg. Co., which was 
appealed to, and finally decided by, the United 
States Supreme Court (40 Sup. Ct. 228), 
simultaneously with another case (Shaffer Vv. 
Carter, 40 Sup. Ct. 221), which originated in 
Oklahoma under the then recent law of that 
State and involved similar questions. While 
the Court held that the provisions of the law 
denying non-residents the same exemptions as 
were accorded to residents were invalid, it 
did, at the same time, uphoid the right of the 
State not only to tax its own residents, but also 
the income of non-residents derived from 
sources within the State. The question of the | 
right to tax non-residents on their State income 
was of vital importance to the State of New 
York, as a very large amount of income is | 
derived from sources within the State by non- 

- residents, especially in the Metropolitan Dis- | 
trict (the vicinity of the City of New York), 


where many persons reside in Connecticut oad | 


The State law - 





| 
4 
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New Jersey and conduct their business and | 


affairs in the City of New York. 


The question of residence early became one 
of first importance in the administration of 
the law. It developed that many taxpayers 


of large incomes were claiming a summer or | 


winter home in another State as their per- 
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manent avoac, altnougn they spcnt most of 
their time in New York State. By establish- 
ing their legal domicile outside tne State tney 
thus avoided paying taxes on the portion of 
their income derived from sources outside of 
the State. Various changes were made in the 
law as to the facts which constituted residence, 
the latest being the amendment to the law in 
1922 defining a resident as “any person dom- 
iciled in the State of New York, and any other 
person who maintains a permanent place of 
abode within the State, and spends in the ag- 
gregate more than seven months of the taxable 
year within the State.” Whether this will 


reach the wealthy evaders remains to be deter- 
mined. ? 


With reference to the interpretation of the 
law, the State Tax Bureau and State courts 
have consistently followed the Bureau of In- 
ternal Revenue and the court decisions, inter- 
preting the Federal Act. In this respect, of 
especial interest are the revised interpretation 
aud amendment of the provisions of the law 
relating to the computation of profit and loss 
as based on the valuation of property as of 


| January 1, 1919, conforming to the interpre- 
| tation of the Federal Act as to the basic date, 
_ March 1, 1913, in the same consideration; the 
| principle laid down in the case of Evans Vv. 


Gore (253 U.S. 245) to the effect that the tax- 
ation of the salary of a constitutional officer 


) amounts to a diminution of his compensation 


and is therefore unconstitutional; the ruling 
in the case of Ezsner Vy. Macomber (40 Sup. 


_ Ct. 189), holding that stock dividends are not 


RTT Tie. - 


| exempt from tax. 


-one | 


n of 
Lyers 
ar Or 

per- 


| or January 1, 1919, and the sales price. 


income and therefore not taxable; deductibil- 
ity of farm losses, etc. 


There have, of course, been some differences 
as to interpretation, but these have been of 
little consequence. One radical interpreta- 
tion, however, which signally failed when sub- 
mitted to the courts for approval, is interesting 
in its absurdity. Under the State law as well 
as under the Revenue Act of 1918 gifts were 
On a sale of property ac- 
quired by gift the profit was determined by the 
difference in value at the date of acquisition 


No 


| doubt many property gifts were made which 
| were assumed to be free of tax; thereafter the 


property was sold by the recipients and-so the 
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same situation existed under the terms of the 
Federal act. 


Gift Rule Contested 


The State taxing officials evidently con- 
cluded that this was an evasion which could 
be reached by the promulgation of a regula- 
tion by the comptroller extending the inter- 
pretation of the law to reach the lost income. 
It seems that some one evolved the theory that 
this increase in value became income taxable 
to the donor_upon disposition of the gift. One 
might as well say that the theory of satisfaction 
in self sacrifice is reducible to money value 
when applied to voluntary disposition of prop- 
erty by way of gift. Acting upon this theory, 
the Comptroller actually promulgated a regu- 
lation providing that “gifts and charitable 
contributions constitute a disposition of prop- 
erty which may result in profit or loss meas- 
ured by the difference in value between date 
of acquirement and date of disposition.” When 
this was published it was generally believed 
that some mistake had been made and that the 
regulation would be withdrawn or cancelled 
following the general criticism with which 
it was received. However, the question was 
soon raised in two cases wherein the Comp- 
troller insisted on taxing certain taxpayers on 
the difference between the value of certain 
stocks on January 1, 1919, and the subsequent 
date they were given away. The taxpayers 
involved promptly raised the question by an 
appeal to the courts, resulting in a decision 
declaring the regulation to be invalid, and 
quite properly holding that no gain or loss 
can be said to result from a gift of property— 
that a mere increase in value cannot be “tor- 
tured into a profit.” There was, of course, 
no question of bad faith or frauduient evasion 
of taxes. This incident is illuminating as in- 
dicating the necessity of a check on unreason- 
able interpretation or interpretations which 
amount to legislation by officials who are 


simply entrusted with the power to make rules 
and regulations to enforce the law. 
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With respect to the question of the gain or 
loss from the sale or disposition of capital as- 
sets the State law has not yet been amended 
to conform to the provision of the Federal law 
limiting the tax on profits arising in this man- 
ner to 12% per cent. Some such amendment 
is contemplated, however, and will no doubt 
be enacted. 


As to contemplated changes in the law, sev- 
eral amendments are being urged, the most 
important being a change in the amount of 
exemption on personal net incomes, which it 
is proposed to increase to $5,000.00. An 
amendment of this character is likely to be 
passed, as the present State administration is 
committed to take this action through cam- 


paign pledges made prior to the Fall election. © 
It is also contemplated to extend the law by 


imposing a tax of 414. per cent on unincor- 
porated business. This latter tax, with the 
increase in the corporate franchise tax from 
41% per cent to 5 per cent, it is expected, will 
make up the deficiency which, it is antici- 
pated, will result from the proposed exemp- 
tion of incomes less than $5,000.00. In effect, 
the proposed legislation will amount to a shift- 
ing of tax from small personal incomes to 
corporations and unincorporated business. 
3 


1920 Revenue Report 


Some idea of the result of the operation of 
the law with respect to the revenue produced, 
as well as to what will be the effect on the 
yield if the exemption of personal incomes is 
increased to $5,000.00, may be had from the 


following facts and figures which were re- © 


cently announced by one of the State tax 
officials based upon the year 1920, which, it 
is said, is the only year for which detailed 
statistics have been developed. 


In 1920, there were 1,149,968 returns of in- 
come filed. The collections for that year were 
approximately $35,000,000. Of these returns 


60,839 were from non-residents which yielded 
approximately $2,600,000, and the balance of 
$32,400,000 arose from the tax on residents. 
124,631 returns, or 10.8 per cent of the total, 
“were on incomes of over $5,000.00, but these 
returns yielded approximately $29,000,000, or 
about 82 per cent of the total collections. If 
the personal exemption is increased to $5,- 
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000.00, the yield will therefore be decreased 
by about $6,000,000.00 on income for which no 
returns will be filed, and it is estimated the 
additional exemption to incomes of over $5,- 
000.00 will result in a further decrease of ap- 
proximately $3,500,000.00, making the net 
yield about $25,500,000.00, or about 72 per 
cent of the 1920 yield. Inasmuch as there has 
been a decrease in the yield from about $37,- 
000,000 in 1919 to approximately $30,000,000 
in 1921, it is quite obvious that with a contin- 
uing decrease any revision of the tax laws 
affecting the yield will be of serious conse- 
quence unless retrenchment is affected in the 
expenditures of the State and County admin- 
istrations, which is quite improbable. Should 
the net revenue from the personal income tax 
law fall below $20,000,000, the Senate Com- 
mittee on Taxation and Retrenchment, as it is 
called, will have much to do to provide means 
of raising revenue to meet expenditures. As 
stated above, the increase in the rate of the 
franchise tax and an additional tax on unin- 
corporated business are expected by those urg- 
ing this legislation to meet any deficiency, but 
this remains to be seen. 


Not all are satisfied that the anticipated ad- 
ditional taxes from these sources will be suffi- 
cient to meet the deficiency and many new bills 
will doubtless be introduced in the State legis- 
lature with the view of increasing the State 
revenue. As this is being written, announce- 
ment is made of the introduction of a bill levy- 


-ing a tax of 6 per cent on the gross receipts 


of exhibitions and amusements to which an 
admission fee is charged. The proponent of 
this bill believes that it will annually produce 
from five to seven million dollars. 


It is evident that the trend of taxation in 
New York State is upward, with new taxes to 
be levied and old taxes shifted so as to give 
the appearance of compliance with political 


pledges of tax revision downward. Such 
pledges by political parties and aspirants, both 
State and National, have become a favorite 
basis of appeal for votes by the “outs” in elec- 
tion campaigns, but once the “outs” are “in” 
such promises becomes embarrassing bogies 
based upon effective plans of retrenchment in 
expenditures. 
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‘ plished by revision. 


Suggestions for Simplification 
of Federal Income ‘Taxation 






By Witu1aM A. Paton* 


system of Federal income taxation is un- 

duly complex. At any rate, little in the 
way of simplification has thus far been accom- 
Each successive act has 
been more elaborate than its predecessor; and 
the maze of administrative and judicial tech- 
nicalities surrounding the 
taxpayer has been stead- 
ily thickening. It is true 
that the passing of the ex- 
cess profits tax has finally 
somewhat simplified the 
situation for the corpora- 
tion, but the preparation 
of the individual tax re- 
turn, under the Act of 
1921, is a task which is, 
in general, beset by more 
difficulties than had to be 
met under any preceding 
law. 

There is no intention to 
suggest that it is feasible 
to avoid all complexity in 
a scheme of income taxa- 
tion. Incomes arise un- 
der such a great variety 
of circumstances that any reasonably equitable 
tax program must involve many special fea- 
tures and technical rules. And it must be ad- 
mitted that much of the revision embodied 
in the present act and its supporting regula- 
tions is designed to preserve equity as between 
different classes of taxpayers and different 
types of transactions. On the other hand, it 
should be remembered that complexity is not 
a virtue in itself, and that it is quite possible 
to encumber a piece of legislation with such 
a multitude of special provisions as greatly 
to impair its practical operation. A program 
of income taxation should not be unreasonably 
inequitable, but neither should it be unduly 
elaborate. 


fe MAY fairly be urged that our present 


net income. 


* Professor of Economics, University of Michigan. 
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EMAND for simplification of 

procedure in the application of 
the income tax led to the establish- 
ment of the Tax Simplification 
Board. As a result of the findings 
and recommendations of the board 
various changes have been made in 
the direction of divesting tax admin- 
istration of unnecessary complexity. 
An experiment in decentralization of 
the Committee on Appeals and Re- 
view is now in progress. Doubtless 
other improvements could be made. 
The author in the accompanying ar- 
ticle mak.s some specific suggestions 
for simplifying the computation of 





One of the most striking evidences of the 
need for simplification is found in the ab- 
surdly complex way in which the burden of 
taxation is now divided between the large and 
the small income. Admitting that an income 
tax should be graduated sharply, it is difficult 
to see any need for several features of the pres- 
ent scheme. Under the 
Act of 1921 the wealthy 
taxpayer is, in general, 
given am additional bur- 
den by means of no less 
than five distinct devices, 
each of which adds to the 
complexity of the situa- 
tion. 
In the first place, the 
so-called “normal” tax 
places a special burden 
on the large income in 
that it involves two rates. 
The normal tax (based 
upon statutory net in- 
come less certain “cred- 
its”) is 8 per cent, “pro- 
vided, that in the case of 
a citizen or resident of 
the United States the rate 
upon the first $4,000 shall be + per centum.” 
Here, evidently, is a graduated tax in disguise; 
and the only purpose served in addition to 
the imposition of a greater burden upon the 
large income is the taxation of the non-resident 
alien at the 8 per cent rate. In addition, we 
have the regular graduated “surtax,” ob- 


viously designed to attach a sharply increasing 
tax burden to large incomes. 


But this is not the end of the matter. The 
basc upon which the tax is calculated is al- 
tered to the disadvantage of the holder of large 
incomes. The normal tax is calculated upon 
net income less certain credits; the surtax is 
computed upon net income without such bene- 
fit. By this means—one might almost say sub- 


terfuge—the tax upon large incomes is again 
increased. 
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Analyzing the credits for purposes of the 
normal tax we find that an important item con- 
sists in dividends received from taxable do- 
mestic corporations. This means that such 
dividends in the hands of the small share- 
holder of modest means are not taxable, but 
in the hands of the large stockholder are tax- 
able. That is, the inclusion of dividends in 
gross income, coupled with their treatment as 
a credit for purposes of the normal tax, is 
a further device, which, in substance, relieves 
the small income as opposed to the large. 


Finally, the large income is again affected 
by the reduction of the personal exemption 
from $2,500 to $2,000 in the case of a head 
of a family or married person having a net 
income in excess of $5,000. 


In addition to these specific features, it may 
be noted that many of the exclusions from 
gross income (such, for example, as the exemp- 
tion of $300 applicable to interest or dividends 
received from strictly mutual building and 
loan associations) operate to favor the person 
of modest income. 


Undesirable Differentiations 


Now, it is not intended to imply that this 
discrimination between large and small in- 
comes is unreasonable. Notatall. The point 
to be emphasized is, that the differentiation 
is at present accomplished in a needlessly dis- 
guised and complex manner. Instead of these 
half dozen devices for attaching a heavy tax 
burden to large incomes we should have 
simply a clear-cut, graduated tax with no trim- 
mings. The distinction between normal tax 
and surtax might well be abandoned. In each 
bracket the tax should be levied upon net in- 
come less personal and other credits. Divi- 
dends should either be excluded from gross 
income outright (and there is much to be said 
in favor of such exclusion) or should be elim- 
inated as a “credit.””’ There should be no vari- 
ation in personal exemption based on the size 
of the income. 


It is hard to sec how any we would be lost 
by such simplification. The person with large 
income need be granted te relief thereby, 
since it would be quite possible, by means of a 
more rapid graduation of rates, to maintain 
any desired level of severity in the treatment 


of the wealthy taxpayer. And, further, there 
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are no fundamental court decisions or other 
serious ODstructions in the way of this sort of 
simplification. 


Another line of simplification which should 
be contemplated by Congress involves the 
elimination of many of the special cases by 
which the present act is cluttered up. An ex- 
ample of an undesirable special case is the 
limitation on the surtax in the case of the sale 
of a mineral property the “principal value” 
of which “has been demonstrated by prospect- 


ing or exploration and discovery work done _ | 


” 


by the taxpayer.” ‘This feature should go, not 
merely because it is a complexity, but also be- 
cause it is thoroughly inequitable. Surely in 
this day of the almost complete exploitation of 


our mineral resources and the obvious need 


for conservation there is no sound reason for 
favoring the business of prospecting and min- 
eral development by such means. At any rate, 
it is clearly unreasonable to favor the pros- 
pector as compared with the inventor, for ex- 
ample. The man who puts in years of research 
and study which finally result in a valuable 
patent surely deserves as much consideration 
as does the mining prospector who finally dis- 
covers a valuable tract. 


There should likewise be eliminated a cor- 
responding provision which permits the mine 
owner, under certain conditions, to recover 
market value at time of discovery by means of 
depletion charges. Or, if this feature is to be 
maintained, equity demands its general adop- 
tion in the case of patents or other property, 
having a market value shortly after acquisi- 
tion “materially disproportionate to cost.” 


A second special feature of very doubtful 
expediency is the provision for the separate 
taxation of “capital gain” introduced by the 
Act of 1921. According to our courts, so- 
called capital gains are income; and there ap- 
pears to be no good reason for taxing such 
income less severely than other types of gain. 
Indeed, capital gains are frequently of. the 
class known as “unearned” income. It i ig true 
that in a period of rapidly advancing prices 
the a apparent gain on unc sale of realty, stocks, 
or other property, may be fictitious in the 
sense that it does not measure a true increase 
in the purchasing power of the vendor; but 
the same thing may be said of many other 
types of “book” income. Income, as at present 


defined is an exceedingly broad classification, 
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and thus far the courts have given little or no 
consideration to the fundamental question of 


a tax program in which were recognized the 
distinctions between the innumerable kinds of 
income would be out of the question. Hence, 
any step in this direction may well be avoided. 


Further, the option now allowed the tax- 
payer in connection with capital gains is of 
advantage only in the event that his income is 
relatively large, since a surtax rate of 12% 
per cent is reached only in the case of incomes 
exceeding $30,000. In this provision, accord- 
ingly, we have an unreasonable discrimination 
in favor of the large income. 


The provisions of Section 220 constitute 
a third special case which the writer believes 
might well be abandoned. The Supreme Court 
has said that a corporation is not a partnership 
and must not be viewed as such, and that share- 
holders are not partners. The Court has held, 
further, that the earnings of a corporation 
are not income to the shareholders unless cor- 
porate action is taken which results in an ac- 
tual transfer of the earnings to the stock- 
holders. In view of these principles, why 
should any company be penalized because it 
accumulates earnings beyond the immediate 
needs of the business? The accumulating cor- 
poration, it must be remembered, has passed 
its revenues through the door of taxable in- 
come. As soon as dividends are paid, the 
recipient shareholder is subject to the surtax, 
Until the dividends are appropriated, accord- 
ing to the courts, the shareholder has no in- 
come. Under these circumstances it seems 
to be quite extreme to levy a special tax, or 
to treat the stockholders as partners for tax 
purposes. : 


In addition, this feature is virtually a dead 
letter as far as its actual operation is con- 
cerned. For the most part corporations accu- 
mulating surplus have no difficulty in employ- 
ing it in the “business” in such a way as to nul- 
lify the statute. Apparently few, if any, cases 
have actually been dealt with under Section 
220. At any rate, the regulations tell us nothing 
about how the various technical difficulties 
which would arise were the stockholders of a 
corporation actually treated as partners would 
be met. If the surplus in question were later 
made the basis for dividend appropriations, 
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how would these dividends be treated? Would 
the corporation continue to be treated as a 
nartnershio indefinitely. or might it—and un- 
der what circumstances—be permitted to re- 
sume its character as a corporation for tax 
purposes? 


Further, there is no need for Section 220. 
It is unlikely that the rates of tax will be ma- 
terially lowered for many years, and there 
is accordingly little excuse for the accumula- 
tion of corporate surplus solely to avoid the 
surtax. 


Security Losses 


Another special rule which could be dis- 
pensed with very handily is that aimed at the 
investor who sells securities and later repur- 
chases in kind so as to realize a loss for tax 
purposes. The writer cortends that such an 
investor has actually realized a loss, regard- 
less of the fact that he again acquires the same 
security. Indeed, most men would agree that 
in merely holding securities which have fallen 
below cost one actually suffers a loss. And 
surely it can be urged that the taxpayer who 
has booked such loss by actual sale is in no 
way evading tax, taking advantage of the Gov- 
ernment, or otherwise engaging in doubtful 
practice. The Government allows the deduc- 
tion of depreciation and obsolescence not re- 
alized by sale in the case of plant and equip- 
ment assets, while the holder of securities can 
deduct no decline in value until realized by 


‘sale. Is it not quite unfair to add the rule that 


the investor can deduct his loss only if, in the 
event of sale, he uses the proceeds for other 
purposes than to reacquire substantially the 
same property as that sold? 


The present rule is further more or less use- 
less in that it does not prevent any taxpayer 
who is seriously inclined to take his loss for 
the sake of the tax deduction from doing so. 
For the taxpayer may simply wait 30 days 
before repurchasing the kind of security sold, 


in which any loss realized would be deduct- 
ible. 


There are many other features of the pres- 
ent system which might be abandoned or mod- 
ified in the interest of simplification and, to 
some extent, equity. Exclusions from gross 
incomes, numbers 9 to 12, inclusive, are ques- 
(Continued on page 19) 
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President Harding’s Plea for State 
and Municipal Economy 
Co-operation - 


By Davin LAWRENCE* 


in his speeches a well-defined objective 

to influence the State, county and mu- 
nicipal governments of the whole country to 
economize. In some respects the address 
which the President delivered at Salt Lake 
City was the most important of his trip, for 
it cut at the heart of the political unrest of 
the nation—the burdens of taxation. Mr. 
Harding has found out one thing about the 


Pre HARDING has disclosed 


last election which was so difficult at the time. 


to analyze. He has discovered that local is- 
sues were so striking that they indirectly af- 
fected the choice of senators and representa- 
tives in many sections of the country. Feeling 
dissatisfied with the existing order, the elec- 
torate registered its protest in every conceiv- 
able way without exactly knowing where the 
responsibility for the high cost of everything 
-began or ended. 


Mr. Harding has set out to show that the 
States and cities are spending far beyond their 
means and are piling up a debt which is even 
bigger in proportionate growth than the Fed- 
eral debt. The statistics which were revealed 
by the President have for some time been 
under discussion in Washington by the inner 
circle and the President chose as a topic for 
his speech the subject of taxation not because 
he could promise immediately any reduction 
in Federal taxes but because he thinks the 
States and cities are spending too much money 
and the Federal government is getting blamed 
for it by unthinking voters. 


The States have increased their debts to a 
total of more than a billion dollars while the 
debts of 227 cities has gone up to near 
and a half billion dollars. The figures in both 
instances are for 1921 and the President said 
frankly he hasn’t the data as to what has hap- 
pened since, but he doesn’t think the States 
and cities are cutting down their debts by very 
much and he points proudly to the record of 


* Permission of Chicago Daily News. 
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the Federal Government, which since the war 
has steadily reduced the public debt so that 
this month it is about $22,500,000,000 or a cut 
of about $5,000,000,000. On the matter of 
taxes paid, however, the President did have 
later figures and he emphasized the fact that 
in 1922, the State and local taxes constituted 
60 per cent of the nation’s entire tax burden. 


Mr. Harding impressed his audience with 
the comparison he made of taxes paid by 
American citizens and those of other coun- 
tries. He showed that while the American 
with a $5,000 income pays an income tax of 
$68, the German of similar salary pays $292 
and the Frenchman $98, and the Briton $320. 
Some of the critics will say of course that 
other expenses—such as the cost of living—are 
cheaper in Europe and that the case of the 
man with a $5,000 income doesn’t touch the 
real difficulties of America’s tax problem, as 
compared with Europe’s, where it is con- 
tended the burden is more evenly distributed 
so that business is not strangled and retarded 
by high taxes. 


From a political angle the President’s tac- 
tics were well chosen but from the viewpoint 
of the economist, there always will be much 
controversy over the exact part that the tax 
burden plays in increasing the cost of the 
necessities of life. The European countries 
have not tried to make the present generation 
pay too heavily but have recognized the fact 
that taxation can restrict a nation’s growth at 
the same time that its credit reputation may 
be enhanced by heavy taxation. 


aN wees 4400 Ne ee eee ee 


ond problem with “concurrent” aspects and 
that is taxation and State and city borrowing. 
The President failed to mention one reason 
why the States and cities have been spending 
so much—the ease with which they can bor- 
row money as their securities are exempt from 
Federal taxation. 


The President hac presented indeed 2 sec- 
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Making the Income ‘Vax Pav 
for Itself 


By MELvIN D. Hi_pretH* 


ERRY BAKER, country storekeeper in 
upper New York, finished with a customer 
and turned a grim face toward a young 
man who, as he leaned against the cigar coun- 
ter, looked as if he were a clothespin salesman. 


“Don’t need anything in your line today,” 
said Baker as he spiked a bill onto an over- 
loaded. spindle. 

“You may be mis- 
taken,” the young caller 
replied as he loosened the 
straps of his brief case. 

“Don’t need anything 
in anybody’s line,” Baker 
insisted. “Business has 
been bum lately and I’m 
overstocked in every- 
thing. Call next time 
you’re around this way.” - 
He turned his back on the 
young man and began ad- 
justing canned goods on 
his shelves. 


“But [ve got to talk to 
you,” he insisted. “You 


good.” 


Nese 


‘can go ahead with your work, for it won’t 


bother me.” 


, “Well, if I must listen,” snarled the store- 
) keeper, “I guess I must.—What is it?” By 
) way of emphasis he gave a whole row of 
} canned goods such a shove against the wall 
| that half of them came tumbling down. He 
| caught most of them in his hastily folded arms. 
| “Income tax,” said the caller. 

) Bam-Bang! went the canned goods to the 
* floor as Baker whirled around and faced the 
) visitor. 


“Are you from the Government?” 
OWVes ” 


Hae Te 


», -“Well, you’re not goin’ to get another darn 
cent out of me, even if I have to go to jail for 
it. Don’t you think I’ve got something else 
to do besides filling out blanks? I signed one 
} and that goes.” 


* Of Mason, Spalding & McAtee, Attorneys, Washington, D. C. 










“CAN any good come out of Naza- 

reth?” Are there any compensa- 
tions for the inconveniences, vexations 
and costs entailed by the application 
of the income tax? There has been 
no little disposition to view a direct 


tax with anathema. 
is presented as a result of actual ex- 
pertence in the tax field and suggests 
the possibility of application, even 
to the income tax, of the adage “it’s 
an ill wind that blows nobody any 


‘All right, whatever you say, goes,” replied 
the young man jocularly. “But, you may be 
paying too much. What about that?” 


“A lot you fellows care whether we pay too 
much,” snapped Baker as he stooped to pick 
up the cans from the floor. 


“As far as my salary goes, I don’t care. But 
the easier I can make it for you to pay, why, 
the less I have to work. 
Let me see your inven- 
tory.” . 

“Don’t keep any,” said 
the merchant as he fin- 
gered the dents in the 


cans he was replacing on 
the shelf. 


“But the regulations 
require that an inventory 
be kept. Your income is 
derived from the pur- 
chase and sale of mer- 
chandise and every per- 
son who makes his living 
‘as you do must be able 
to show all purchases and 
sales, your selling expense and your profits. 
If you haven’t made an inventory you will 
have to start one now.” 


This narrative 


The can which was on its way to the shelf 
found itself back on the counter bearing 
another dent. 


“Tt isn’t as bad as all that,” said the revenue 
officer as he smiled back at the glaring mer- 
chant. “Your stock is small and I’ve a couple 
of hours to spare. [’ll help you take it.” 


“But why pick on me?” asked the merchant. 


The young man laughed. “Pick on you?” 
he repeated. “Why, there are over 75,000 mer- 
chants in the country who have been doing 
business without an inventory. They’re not 
all in the country either. Some mighty big 
firms never knew what their income was until! 
they revised their bookkeeping methods. No- 
body is picking on you. You’re just one of a 
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big number and if I can show you that it will 


ta t.. kt Se PA ” 
ncip YOUr VUSINCSS you ough t not to Complain. 


“But T’ve done business for vears this wav. 
Why can’t I carry on my own business in my 
own way?” protested the merchant. 


“Because you can make more, and the more 
you make—” : | 


b 


“The more I have to pay in taxes,” inter- 


rupted the merchant. 


“Exactly, the Government wants to know 
your true income so that it can tax it. You 
don’t know your true income, but you might 
be better off if you did. We'll start on the in- 
ventory.” 


“Damn the Kaiser,” 
he took off his coat. 


said the merchant as 


Invoice Discloses Losses 


After about an hour of intensive work, the 
merchant calling off the items and the revenue 
agent recording, they stopped for a smoke. 
“Smoke reminds me,” said the agent, “what 
on earth do you want with so many lamp chim- 
neys? Don’t they use electricity around here?” 


“Didn’t know I had many lamp chimneys,” 
replied the merchant. “How many have I 
got” 


“Enough to supply all of Jerusalem during 
the dark ages,” answered the agent. “Don’t 
you know that as long as they are carried in 
your inventory they affect your profits? You 
can’t afford to carry nearly four hundred lamp 
chimneys at atime when hardly anybody uses 
alamp. Get rid of this stuff. Now here’s a 
lot of rubber boots. Why have you got so 
many?” 


“Had to order them. They said rubber was 
going to be scarce and so I ordered enough to 
last me a couple of years. I’ve sold some, I 
don’t know just how many.” 


“You ought not to compute your income on 
the basis of what you paid for them,” sug- 
gested the agent. “Rubber has gone down, 
boots are selling for less. Compute your prof- 
its on what new boots would cost. Recognize 
that fact, pay your tax on the new wholesale 
cost of boots and on these,—why have a sale. 
Turn this stuff into cash. You're overloaded.” 

“Can I do that?” 


“Certainly, the regulations provide for it. 
Inventories can be taken on the basis of cost 





$10,000 coming to me.” 
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or market value, whichever is lower. Then 


oe shneta azaada en that Gha sane AS tonmoane 
you DAA UA HELE CY 844K BAY HYVER YA Bh rhe ps 


tation to your store. Now you have a lot of 
Camucu mati “ps iauu auu uuly twu uve vals 
of tomatoes.” 


“That’s right, I guess I do need tomatoes,” 
interrupted the merchant. 


“That’s just what an inventory shows you,” 
added the agent. “You’re paying out a lot of 
money in taxes which, if you adopt better busi- 
ness methods you wouldn’t have to pay. You 
ought to be selling more goods in a store like 
this; your income ought to be greater. You 
really don’t know how much you are making. 
You’re like a man trying to sail a boat without 
a compass. You don’t know whether you’re 
coming or going.” 

“T’ve always made a living,” chuckled the 
merchant. 


“That’s not enough. Now let’s go over your 
books. How much is owing to your” 


“Quite a lot,” said the merchant. “TI haven’t 
collected like I ought to I guess. There’s about 


“Ten thousand dollars!” exclaimed the 
agent. ‘‘Don’t you know you have to pay a 
tax on every cent of that money? As long as 
it’s on your books you’ve got to count it in.” 


“Pay an income tax on debts?” asked the 
merchant. 


“That’s it exactly. If you can’t collect it, 


-and can prove you can’t collect it, you don’t 


have to consider it. But as long as it’s on your 
books as due, you have to pay a tax on it.” 


“Then I lose my profit?” 


“You lose more than that. Here, take this 
ten thousand dollars. At five per cent it’s cost- 
ing you five hundred dollars a year just to 
neglect these collections. Besides that you pay 
a tax on this money just as though it were in- 
come. Now don’t you see you can’t afford to 
let your business run on? You get your living 
out of it because you feed off the store, but 
it’s dollars to doughnuts that you’re losing 
money just to keep it open.” 


When prodded in the pocket book Jerry 
Baker was the shrewdest merchant in the 
town. There was no question about his being 
a good merchant. The very fact that he had 
existed in business without system indicated 
that. He sold out his lamp chimneys at a 
nickel apiece and reduced his boots to just 
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what they cost him. He checked up on his 
inventory and found where he was short on 
stock and where he was loaded He got inter- 
ested in his business. He started out after col- 
lections. 


“Don’t blame me,” he said to the complaints 
of his debtors. “Blame the Government. 
They’re making me collect. Tax me if I do 
and tax me if I don’t. It costs me more if I 
don’t and so I’m out after my money. After 
all,” he added, ‘you know I paid for those 
goods that you used and in addition I pay a 
tax on what you’re supposed to pay me, so 
by jiminy, I get it coming and going. This 
revenue bureau is after me and I guess I’ve 
got to watch things.” 


Protesting at first because of this néw out- 
burst of energy, his neighbors gradually ac- 
cepted it as some new-fangled rule of the Gov- 
ernment and paid their bills. With this money 
Jerry Baker improved his stock and as his 
stock improved his business picked up. He 
started a daily system of keeping accounts, got 
an adding machine and made daily totals so 
that he always knew just where he stood. The 
amount of money he saved not only paid for 
his income tax but provided him with a profit 
he never dreamed to be possible. At the sug- 
gestion of the revenue agent he gave a dis- 
count on bills paid promptly, and as some of 
the farmers bought heavily, it made a great 
difference in his cash received. ‘Then he 
charged a penalty on bills not paid promptly 


Sugégestions for Simplification 
of Federal Income Taxation 
(Continued from page 15) 


tionable. The provision providing for the 
deduction of charitable contributions in the 
case of the individual return might well be 
made more liberal, as the present rule raises 
too many fine distinctions; and it is hard to 
see why the deduction would not be permitted 
to the corporation as well as to the individual. 
In the case of the corporation there should 
either be no credit or exemption analogous to 
the personal exemption or else such credit 
should be allowed in all cases without restric- 
tion. In the case of the sale of property ac- 
quired prior to May 1, 1913, it would be more 





THE NATIONAL INCOME TAX MAGAZINE 


19 


and as a result his stock was turning over sey- 
eral times a year. 


Nearly torty million people buy all that 
they eat and wear from the country merchants, 
thousands of whom are substantial business 
men and thousands of others, the Jerry Bakers 
of business, are not. Due to regulations forc- 
ing business methods on their establishments, 
the Jerry Bakers have not only profited in in- 
creased and better business but their income 
tax, the collection of which resulted in the 
application of system, has paid for itself 
through the savings effected. 


So frequently did auditors from the Depart- 
ment of Internal Revenue run across men like 
Jerry Baker, men keeping practically no ac- 
count of their stock and their sales, that the 
bureau finally issued an official statement to 
the effect that while “the bureau prescribes 
no special system of accounts the books must 
show in detail, inventories, purchases, sales, 
capital, investments and similar items re- 
quired in making up an income tax return. 
The inventory, which cannot be taken without 
some form of accounts, is the compass of a 
business. Without it, the direction in which 
the business is heading, either for success or 


failure, cannot be determined.” 


In one village in northern New York four 
merchants now have cash registers and adding 
machines, equipment paid for from savings as 
a result of better business methods suggested 
by the Income Tax. 


rational and much simpler procedure to in- 
sist upon the March 1, 1913 value as the basic 
value throughout (although in this case the 
attitude of the courts requires the present 
plan). And so on. 


These suggestions are made with due regard 
to the fact that constant tinkering with the law 


is undesirable. After the business world has 
become adjusted to a given system 


changes are in general to be deplored. Never- 
theless, it is clear that there will be further 
revision; and it may be urged that, in the 
event of such revision, more attention should 
be paid to simplification as such than evi- 
denced in the Act of 1921. 


aAnrea 
Vee 
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Government Debt Reduced Over 
600,000,000 During Year 1923 


W ITH the closing of the fiscal year on 

June 30, 1923, complete figures are avail- 
able as to the Government’s operations for the 
year 1923, on the basis of the daily Treasury 
Statements. Total ordinary receipts for the 
year amounted to $4,007,135,480.56 while the 
total expenditures chargeable against ordinary 
receipts amounted to $3,697,478,020.26, thus 
showing a surplus of receipts over expendi- 
tures amounting to $309,657,460.30. Of the 
total expenditures $402,850,491.10 were on 
account of the sinking fund and other debt re- 
tirements chargeable against ordinary receipts. 
This means that the public debt has been re- 
duced during the year by $402,850,491.10 out 
of the ordinary budget and a further reduction 
of $210,823,851.85 has been accomplished out 
of the surplus, making the total debt reduction 
for the year $613,674,342.95. The balance in 
the general fund of the Treasury at the end 


of the year stands at $370,939,121.08, as com-. 


pared with $272,105,512.63 on June 30, 1922, 
an increase of $98,833,608.45. 


Customs receipts during the year were much 
larger than for any previous year in the his- 
tory of the Government, aggregating $561,- 
928,866.66 as compared with $356,443,387.18, 
during the fiscal year 1922, the previous high 
record. Income and profits tax receipts also 
exceeded expectations, aggregating $1,678,- 
607,428.22, as compared with the estimate of 
$1,500,000,000 submitted in the Budget last 
December. Miscellaneous internal revenue 
receipts amounted to $945,865,332.61. 


The total gross debt of the United States on 
June 30, 1923, on the basis of the daily Treas- 
ury Statements amounted to $22,349,707,- 
365.36, as compared with $22,963,381,708.31, 
on June 30, 1922, thus showing a reduction of 
$613,674,342.95. During the year about $4,- 
500,000,000 of debt matured and was either 
retired or refunded, thus completing the 
Treasury’s program for refunding the seven 
and one-half billions of short-dated debt ma- 
turing within about two years which was out- 


standing at the beginning of the administra- 
tion. The following table shows the result of 


August, 1923 § 


these operations from April 30, 1921, to June | 


30, 1923. | 
(In millions of dollars) 4 
War Treas- © 
Treas- Sav- ury | 
Total Treas- ury ingsSavings | 
Gross Victory ury Certifi- Secu- Secu- 
Date Debt Notes Notes cates rities rities 
April30, 1921. .23,994 4,069 ..... 2,820 713 ... 
June 30, 1921..23,976 3,914 311 2,699 694 ... 
June 30, 1922. .22,964 1,991 2,247 1,829 619 60 
June 30, 1923..22,350 ..... 4,104 1,031 91 246 


In other words, since the refunding pro- 
gram was announced on April 30, 1921, about 


$4,070,000,000 of Victory Notes have been | 


1s Lt Giese aa A a atlantis Paiste 


retired, Treasury certificates of indebtedness | 


have been reduced from $2,820,000,000 . to | 


about $1,030,000,000, all maturing on quar- 
terly tax payment dates, and War-Savings Se- 


curities have been reduced from $713,000,000 © 
to about $90,000,000, while new Treasury Sav- | 
ings Securities to the amount of about $245,- | 
000,000 and about $4,100,000,000, of Treasury | 
Notes, maturing on various quarterly tax pay- | 
ment dates during the years 1924 to 1927, have | 
been issued and are now outstanding. During | 
the same period, the gross public debt has been | 


reduced about $1,650,000,000. 
In the fiscal year 1924, which began July | 


maturing June 15, 1924, and about $50,000,000 


1923, there will be public debt maturities of | 
about $1,390,000,000, including about $1,030,- | 
000,000 of Treasury certificates of indebted- | 
ness, about $310,000,000 of Treasury Notes | 
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of War-Savings Certificates of the 1919 series, ‘ 
maturing January 1, 1924. In addition there | 
are still outstanding about $95,000,000 of 434 | 


per cent Victory Notes, which matured or | 


were called for redemption during the fiscal | 
year 1923, and about $30,000,000 of War Sav- | 
ings Certificates of the 1918 series which ma- | 
tured on January 1, 1923. These are being ff 


presented for redemption from day to day, 
and the amounts still outstanding are being 
gradually reduced. , 
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Corporation Insurance on Life 
of Ufticers Held to Be 
NTan Tavahla 
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ORPORATIONS which have insured the 
lives of their executives have a special 
interest in a recent decision of the Court of 
Claims of the United States which denies to 
the Government the right to levy a tax on pro- 
ceeds of such insurance. 


The Supplee-Biddle Hardware Company 
of Philadelphia, following the receipt of $97,- 
947.28, proceeds of two life insurance policies 
paid to the plaintiff on the death of its presi- 
dent, Robert Biddle, was assessed a tax of 
$55,153.89 on the insurance proceeds. The 
levy was made under the Act of 1918, which, 
though specifically exempting proceeds of in- 
surance policies to individuals, makes no men- 
tion as to the taxability of such income to a 
corporation. The Act of 1921 with reference 
to proceeds from insurance policies provides 
that taxable income does not include “insur- 
ance policies paid upon the death of the in- 
sured.” The Department has recognized the 
exemption under the Act of 1921 to be all 
inclusive. 


In the decision holding that. the insurance 
returns teceived by the Supplee-Biddle Com- 
pany were not taxable, the Court, in part, said: 


“We do not think Congress intended to tax the pro- 
ceeds of life insurance policies as income, because such 
proceeds are not income in the accepted meaning of that 
word. 


“The word ‘income’ means the gain- which accrues 
from property, labor, or business. And the Supreme Court 
in the case of Merchants Loan and Trust Company Vv. 
Smietanka, 255 U. S. 509, 518, has defined the meaning 
of the word income as follows: ‘Income may be defined 
as the gain derived from capital, from labor, or both com- 
bined, provided it be understood to include profit gained 
through a sale on conversion of capital assets’. 


“It cannot be said that the proceeds of life insurance 
» policies come within the meaning of the above definition. 
It seems to us that in this case the contract of insurance 
> was a contract to indemnify the plaintiff for the loss 
which it would incur by reason of the death of its presi- 
dent. The plaintiff company did not invest money with 
any expectation that it would receive a return from it. 
On the contrary, the money which it expended in paving 
» the premiums on the policies might very well never have 
) been returned to it; the probabilities were that the money 
) would not have been returned, because the person insured 
had a much greater expectation of life than five years, 
the term of the policy. The money so paid out cannot be 
considered an investment from which the company could 
expect an income.” 
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Had the Court chosen to consider the trans- 
aviium ium ihe mature ul a Conversiun uf asscbs, 
it is quite possible that the result would have 
veen the same. ine view taken would prob- 
ably have been in harmony with the principle 
established by Sol. Mem. 957, 1 6. B. 65; 
which holds that a judgment for damages 
which represents metely compensation for de- 
struction or diminution of a capital asset is 
not income. This is not true where the recov- 
ery is on account of the loss of anticipatory 
benefits or otherwise constitutes an addition to 
wealth. In the case of the death of an execu- 
tive the recovery insurance is in effect a judg- 
ment for a present loss sustained. 

There would be precedent, as far as the De- 
partment rulings are concerned, for not taking 
into consideration the cost of the policies by 
way of insurance premiums paid. No question 
of cost enters into consideration in the case of 
damages received for alienation of affections, 
defamation of personal character, or other in- 
vasions of a personal right. It is held in such 
cases (Sol. Op. 132; 1 C. B. 92) that dam- 
ages received constitute no taxable gain or 
income for the reason that such personal rights 
are not susceptible of any appraisal in money 
value; consequently, no gain can be computed 
upon receipt of payment for damages. It 
would be equally as impracticable to place a 
cash. value upon the value of the life of an 
executive to a corporation. 


Wisconsin Discourages Install- 
ment Plan of Reporting 
Income 


COMMUNICATION from the Wis- 

consin Tax Commission states that while 
the installment method of reporting income 
has not been summarily prohibited, each case 
must be determined on it’s own merits and that 
when the installment business of a taxpayer is 
a minor branch of his business he will not be 
permitted to report such minor business on 
the installment plan. 

The commission has found that the install- 
ment plan of reporting is not satisfactory. Tax- 
payers, it says, sometimes forget to report de- 
Other objections are offered 
and the commission has taken the ground that 
such method of reporting must be discouraged 
and possibly entirely prohibited although it 
has not yet adopted a rule to that effect. 
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Anthracite Coal Tax Valuations 
in Pennsylvania Scrutinized 


N EXAMINATION of the books and 

records of certain anthracite companies 

of Pennsylvania.has been deemed necessary 

in connection with administration of the State 

tax of 114 per cent on the value of anthracite 

coal when prepared for market. The act to 
levy this tax was passed May 11, 1921. 


Howard J. Cassidy, attorney for the depart- 
ment in charge of administration of the an- 
thracite tax and N. Lester Grimm, expert ac- 
countant, will conduct the examination, Au- 
ditor General Samuel S. Lewis has announced. 


In a statement relative to the investigation 
Mr. Lewis said that the aggregate anthracite 
values reported for 1922 fell far short of es- 
timates. This was attributed to inconsistencies 
and discrepancies developed as between mar- 
ket values interpreted by the courts and market 
values reported. The State holds that a com- 
parison of values returned in the anthracite 
reports and receipts shown in the capital stock 
tax reports of the same corporations disclose 
marked differences—in some cases running 
into millions of dollars. It is the expressed 
desire of the administrative department of the 
State ‘not only to properly determine values 
but to standardize the methods of reporting 
and to bring the whole practice in conformity 
with the law. 


There has been much speculation in the 
press as to the effect of this tax on the retail 
price of anthracite, in the opinion of the Au- 
ditor General. On the basis of the information 
and data thus far submitted to the Department 
by the operating companies, it has been figured 
that the average rate of the tax per ton on 
domestic sizes of anthracite for the year 1922 
does not exceed 1214 cents. This compara- 
tively small increase is held to be the only 
legitimate additional cost which there is any 
occasion for the companies to pass along to 
the consuming public. 


Sentenced for Tax Fraud 


For failure to pay taxes on $100,000 of in- 
come in 1917, Joseph, S. A. and M. C. Levin, 
brothers and partners in a wholesale junk busi- 
ness at San Francisco, were convicted of con- 
certed fraud against the Government and were 
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on July 11th sentenced by the United States 
Uistrict Court to pay nines aggregating $53,- 
000 and to serve prison sentences varying from 
nineteen to thirty-seven months. 


The Income Tax as Applicable 
to Undistributed Profits 
(Continued from page 7) 


securities, etc., or engaged in trade or 
commerce. 7 
(b) Relation of Surplus or accumulated 
earnings retained in the business to the 
reasonable requirements of such busi- 
ness taking into consideration factors 
such ‘as 
(1) Volume of business done 
(2) Reasonable financial requirements 
for 
Plant additions 
Inventories 
Increase in Receivables 
Reduction of Liabilities 
Dividends for future years when 
reduced earnings may be an- 
_ ticipated. 

5. The capitalization of accumulated earn- 
ings through the medium of stock dividends 
has no direct bearing on the problem except 
insofar as it indicates the desire of the man- 
agement to permanently retain an increased 
capital investment. 


6. The penalty may be asserted only after 
the Commissioner of Internal Revenue has in- 
vestigated and found the following conditions 
existent: 


(a) An accumulation of earnings in a cor- 
poration in excess of the reasonable re- 
quirements of the business. 

(b) Such an unreasonable accumulation 
retained for the purpose of enabling 

- the stockholders to escape surtaxes. 


No Pardon for Tax Dodgers 


RESIDENT HARDING has denied the 

application for pardon of Israel Goldberg 
of Savannah, Ga., recentiy convicted in an 
income tax case and sentenced to one year in 
the federal penitentiary at Atlanta. | 

After sentence, Goldberg’s attorneys ob- 
tained a stay of sixty days, and submitted an 
application for pardon through the Depart- 
ment of Justice. 
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| gets goes through the entire train. 
| make a prosperity bump by lifting taxes as 
| rapidly as possible. 
enactment of legislation as proposed may . 
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| Communications from Readers 
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Tax Reductions Recommended . 


Editor: 


Individual effort and initiative is encour- 
aged by reward. Taxation takes from that re- 
ward and discourages progress and develop- 
ment. Whenever the Government can reduce 
a dollar in taxation, it should, and thus put that 
premium on the reward for effort. The 1921 
act made some tax reductions and helped to 
give great impetus to the general prosperity of 
the country. An estimated deficit of 700 mil- 
lions changes into a surplus of 125 millions. 
Now the opportunity will come again to the 
next Congress to make further tax reductions 
and the following changes are suggested to 
give the greatest relief to the largest number: 


I. Equalize the married man’s exemption 

and head of family to...........2-00. $2,500.00 
2. Liberalize exemption for children in school 

and dependents to include those where the 

parent contributes 75% or more to the 

support up to the age of 21. 


3. Increase exemption per child or dependent 

OP dhe ts aden sudan wene casein iwewes 500.00 
4. Abolish jewelry tax of............000- 5% 
5. Abolish automobile tax of........,.... 5% 
6. Abolish amusement tax of............. 10% 
-  f 4 fo ear Tr 3% 
8. Reduce present normal tax of +% to leav- 

ing the 8% portion unchanged ie dames 3% 
9. Begin surtax on incomes in excess of $10,- 
000, reducing each figure in the present 

table by 1%, making all incomes over 

$56,000 subject to 2 maximum of...... 25% 


The foregoing expresses the principle of a 
lifting of taxes instead of a shifting of taxes 


as proposed by many of the blocs in Congress 
' who seek political advantage of trying to load 


the tax “on the other fellow,” failing to re- 
alize or shutting their eyes to the fact that 


_ one class or section cannot thrive or prosper 
' through the adversity of another section or 
class. 


Every class and industry which pros- 
pers contributes to the prosperity of every 
The country is like 
The bump which the first car 
So let us 


It may be found that the 


bring so much revenue that further reductions 
can be effected in a year or two. And there is 


nothing in the foregoing recommendations to 
disturb business or cause uncertainty pend- 


ing re-adjustments .as usually precedes tariff 
changes. 


It is further suggested that separate bills 
be introduced covering the nine changes pro- 
posed, as amendments to the 1921 law, acted 
upon independently of each other. An at- 
tempt to draft one bill to include the foregoing 
would invite endless debate, innumerable 
schemes, a thousand and one other changes, 
all of which would delay action and postpone 
the benefits to be obtained from these changes. 


Thus recommendations 1, 2 and 3 could be 
made effective January 1, 4923. 


Recommendations 4, 5, 6, 7, 8, and 9 could 
be made effective January 1, 1924. 


By abolishing the nuisance taxes as pro- 
posed, legitimate industries would be placed 
on an equal and just footing. There would 
also be an opportunity of abolishing many bu- 
reaus or units in the revenue department, thus 
making further saving in government expenses 
besides releasing labor for industry. The Gov- 
ernment would thus withdraw from the super- 
vision of certain lines of business which should 
not be government business. We want less gov- 
ernment in business. 


The reduction from 4 per cent to 3 per cent 
in the normal tax rate would afford relief to 
a vast number of taxpayers. Leaving the bal- 
ance of the normal tax at 8 per cent allows 
that portion of our taxpayers to continue to 
carry the heavier load so long as the govern- 
ment needs the money. 


All the research work which the Treasury 
Department has done indicates that the reduc- 
tions proposed in the surtax table will actually 
increase revenue by inviting more capital to 
invest in taxable securities in place of tax- 
exempt. That is also a more effective method 
than to attempt to amend the constitution 
which is doubtful at best. ‘lhe tlow of capital 
into taxable securities will further feed in- 
dustry with money to help greater develop- 
ment in business, thus increasing the Govern- 
ment revenues, and make further reductions 
possible. 


JULIUS BARNARD. 





A Consideration of Tax Reductions 


The consensus of opinion of those familiar 
with the tax situation is that there is in the 
near future little probability of a marked re- 
duction in the amount of revenue needed for 
the Federal Government. Extraordinary re- 
cejpts from the sale of war supplies, together 
with an apparent serious economy program 
of the administration has resulted in a surplus 


for the fiscal year 1923. This favorable bal- © 


ance presumably will be applied to the reduc- 
tion of the national debt. Should a soldiers’ 
bonus bill be passed at the next session of Con- 
gress, not only will there be no surplus for the 
next few years but some source of additional 
revenue must be devised. The prospect, in 
short, is not encouraging for general tax reduc- 
tions. , 

Attention among writers who give expres- 
sion on tax subjects seems to have shifted to 
the question of the advisability of a different 
distribution of the tax burden. 

The progressive rate as now applied is based 
upon the conception not of making the tax 
equal but of making the sacrifice equal. That 
is the ability or faculty theory of taxation. So 
it is that a married taxpayer with an income 
of $5,000.00, but with no children or depend- 
ents, is required to pay a tax of $100.00 while 
another citizen in the same family circum- 
stances with an. income of $1,000,000.00 is 
taxed $550,640.00. The majority of the popu- 
lation have incomes less than the personal ex- 
emptions set and are deemed to have no tax- 
paying ability since their incomes are held to 
be only enough or less than that necessary to 
maintain themselves and families and to give 
them the minimum educational and other op- 
portunities which an enlightened standard of 
living calls for. 

The ethical principles involved, as far as 
the theory is concerned, are possibly unassail- 
able, but the practical operation is not beyond 
criticism. There are those who argue that, as 
a°-matter of fact, the tax does not rest where 
it is put, but is passed on down and paid after 
all by those at the bottom of the social stratum. 
If so, the taxpayers in the upper brackets 
should not worry about the amount of tax. 
That argument was worked overtime in re- 
spect of the excess-profits tax but it was sig- 
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nificant that those liable to the excess-profits 
tax insisted that it was a burden on business 
and hence evidently it was not always success- 
fully passed on. 


The argument that the income tax is a great 
burden on the accumulation of capital is un- 
questionably true. But since the tax has to 
be paid by someone it appears to be merely a 
question of who with the least tax interference 
shall be permitted to accumulate the necessary 
working capital. 

There. are those who would distribute the 
tax burden according to the benefit theory. 
They lay stress upon equality and universality. 
They argue that the Government protects the 
poor as well as the rich in “life, liberty and 
the pursuit of happiness” and hence all should 
pay a proportionate part. In rebuttal comes 
the answer that under our present economic 
system the protection of “life, liberty and the 
pursuit of happiness” is meaningless and futile 
without protection of property and vested 
rights. Therefore, those who have no prop- 
erty are not justly taxable, while the property 
owning classes are taxable at least in direct 
ratio to wealth. 

In fact, the application of the benefit theory, 
though not supporting progressive rates, would 
work out much the same way as the present 
tax schedule especially if in that connection 
the end of a more equitable distribution of 
wealth by means of taxation were incorpo- 
rated. The latter idea, however ineffective it 
may be, is no doubt responsible in part for the 
higher surtaxes now in force. 

If the higher surtaxes are lowered before 
the revenue needs of the Government are sub- 
stantially decreased, it will probably not be 
because the underlying tax theories now oper- 
ative have been changed, and possibly not by 
reason of widespread conviction that enter- 
prise and industry are undermined by present 
rates, but because tax-free securities and other 
devices of evasion have rendered the higher 
rates unproductive and. have driven capital 
that normally would be seeking investment in 
productive industry to take refuge in State 
and municipal securities that all too often rep- 
resent extravagant and unproductive expendi- 
tures. 

It was significant that President Harding in 
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his taxation address at Salt Lake City omitted 
icicrence lv any poussivie income tax reauc- 
tions. Until recessions can be made all along 
the line, from the top to the lowest schedules, 
a program of tax rate adjustments is infested 


‘with political pitfalls that are likely to be 


given serious consideration now that the next 
presidential election looms ominously on the 


political horizon. 


Federal Estate Tax Increase 


~The avowed intention of certain leaders of 
the Farm Bloc to support increases in taxes 
on estates at the next session of Congress sug- 
gests some of the tax anomalies that have oc- 
curred as a result of overlapping jurisdiction 
and dissimilar methods of asséssment in this 
field of government resources. 

Under the present system by which both 
States and the Federal Government levy estate 
taxes, there are often instances not only of 
duplication of taxation on a single estate but 
of triplication and even quadruplication. 

At the 1921 meeting of the National Tax 
Association, Wm. B. Belknap, of Kentucky, 
gave a hypothetical case, which though ad- 
mittedly overdrawn for emphasis does not, 


in many instances, shoot far wide of the mark. ~ 


It was that of a resident of Oregon, who as 
the result of a successful investment in an 
oil company, incorporated in Illinois, but 
with oil fields in Arkansas, left an estate of 
$2,000,000. Not having any relatives, he 
left his estate to an old mountaineer friend, 
and thus because not going to a relative the es- 
tate became subject to maximum rates. The 
Federal Government took ten per cent and 
more; Oregon’s tax was thirty per cent; be- 
cause the property of the corporation in which 
the decedent held ownership was in Arkansas 
that state levied thirty-two per cent; and IIli- 
nois assessed a tax of thirty per cent by reason 


| of the oil company’s being incorporated in that 


State. That made 107 per cent of the total 
due in estate taxes. Such are the approximate 
possibilities under certain conditions under 
the present system. 

The causes of the multiple taxation have 
been analyzed as arising from the following 
causes : 


1. Taxation of transfer of securities where 
these securities are owned by a non-resident 
but represent an interest in a corporation in- 
corporated in the State. 
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2. Taxation of transfer of securities of for- 
cign corporations owned Dy non-residents Dut 
where the corporation has property within the 
State. 


3. Taxation of transfers of securities of for- 
eign corporations owned by non-residents, the 
corporations having no property within the 
State, but having its transfer office within the 
State. 


4. Taxation of transfers where the corpora- 
tions are incorporated in more than one State. 


5. Taxation of transfer of intangibles where 
these intangibles are kept within the State. 


6. Duplication of domicile. 


All of these offer possibilities of multiple 
taxation and give rise in many cases to con- 
fiscatory levies when the States and the Fed- 
eral Government have all'taken toll. There 
should be some maximum limit to the com- 
bined amount which can be levied by all divi- 
sions of government. 


The National ‘Tax Association has gone on 
record as opposed to the Federal estate tax 
except as an emergency measure and has rec- 
ommended its repeal on the grounds that “it 
imposes an unduly heavy burden of expense 
upon the estates of deceased persons, in addi- 
tion to the tax itself, out of proportion to the 
revenue received by the Government, seriously 
interferes with the administration of such es- 
tates and delays final settlements.” The in- 
heritance tax is recommended alone for State 
revenue and a model law for States has been 
drafted. This imposes a tax on all transfers 
by a resident of real estate located within the 
State and on all transfers of other property 
wherever held. Non-residents would be tax- 
able in a.given State on transfers of real estate 
owned within that State. 


Such a law, if made uniform throughout 
the country, would eliminate the unfair du- 
plications which now prevail and would en- 
able Congress, in case a Federal estate tax is 
considered expedient, to have some gauge 
upon the probable degree of burden likely to 
result from any given rate on inheritances. 
This is not now possible and hence to raise 
the present rates, as advocated by Senator Cap- 
per and others, would be a hit and miss propo- 
sition certain in many cases to result in gross 
injustice far outweighing the benefits likely 
to be secured by the Treasury. 
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Sales Tax Unit Abolished 


PT“HE scales tay unit was ahonliched effective 

4 June 16, 1923. The duties formerly per- 
formed in the Sales Tax Unit are now per- 
formed by and under the supervision of the 
Deputy Commissioner in charge of the Estate 
Tax Unit, Robert M. Estes. Formerly the 
Sales Tax Unit was under the charge of Dep- 
uty Commissioner A. C. Holden, whose death 
occurred June 10, in Melrose, Mass. 


The work of the Sales Tax Unit has been 
consolidated with that of the Estate Tax Unit 
in the interest of efficiency and economy. The 
work of the Unit was considerably decreased 
by abolishment of the so-called luxury taxes. 
The personnel now numbers only 168. 


Indians Must Pay Income Tax 


HE United States Treasury Department 

has rendered a decision to the Interior De- 
partment, holding that the Quapaw Indians, 
dwelling in the northwest part of Oklahoma, 
must pay an income tax on incomes derived 
from their allotted or inherited land. 


~~ 
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